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GENERAL NOTES
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Numerical detail in this document may not add to the totals because of rounding.




Co-Chairs

Kathleen Brown

Jon S. Corzine

Members

Willard W. Brittain
Stanley E. Collender
Orin S. Kramer
Richard C. Leone
David A. Levy
James T. Lynn
CynthiaA. Metzler
Luis Nogales

Carol O'Cleireacain
Rudolph G. Penner
Steven L. Rattner
Robert M. Rubin
Herbert Stein

The President’s Commission
to Study Capital Budgeting

February 1, 1999

Honorable William J. Clinton
The President

The White House

1600 Pennsylvania Avenue, N.W.
Washington, D.C. 20500-0001

Dear Mr. President:
We are hereby submitting the final report of the Commission to Study Capital Budgeting.

Asyou requested, we have concentrated on capital spending by the federal government. However, we have
concluded that capital spending by al levels of government, as well as by the private sector, provides the
nation with important long-term benefits.

Our research shows that the current budget process does not permit decision-makers in the executive
branch and Congress to pay sufficient attention to the long-run consegquences of their decisions. This
resultsin inefficient allocation among capital expenditures and shortchanges the maintenance of existing
assets.

In this report, we propose a series of recommendations that we believe would improve each of the
component parts of the budget process: setting priorities currently and for the long run, making budget
decisionsin the current year, reporting on those decisions, and subsequently evaluating them in order to
make improvements in future years. We do not propose, however, the current adoption of aformal capital
budget, as defined and discussed in the report.

To implement the proposed recommendations, the executive branch and Congress must ensure that the
appropriate information is made available to decision-makers and the public throughout the budget
process. Asaresult, policy makerswill be both properly informed when deciding how to spend taxpayers
money, and held accountable by the public for those decisions.

This report reflects the views of commissioners from many different backgrounds. We reached our
conclusions after conducting nine hearings, at which more than thirty experts from the private and public
sectors presented their views. While the members of the commission endorse the recommendations
presented herein, individual members do not necessarily agree with all of the analysis or with each and
every word of the report.

The commission worked diligently to carry out your directions. We hope that our recommendations will
help the Administration, future presidents, and the Congress in improving the budget process, especialy
asit relates to decisions about capital spending.

Respectfully,

Kathleen Brown, Co-Chair Jon S. Corzine, Co-Chair
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PREFACE

By Executive Order 13037, issued on March
3, 1997, the President of the United States
established this Commission to Study Capital
Budgeting. The order directed the commission
to prepare a report discussing various aspects
of capital budgeting, including the budgeting
of capital in other countries, state and local
governments, and the private sector; the
appropriate definition of capital; the role
of depreciation in capital budgeting; and
the effect of a capital budget on budgetary
choices, macroeconomic stability, and budg-
etary discipline.*

Since its formation, the commission has
had nine meetings, has heard testimony and
received written submissions from many indi-
viduals from the public and private sectors,

1The full text of the initial order and subsequent amendments
are shown in Appendix A. Other materials the commission exam-
ined in carrying out its duties, including summaries and full ver-
sions of the testimony the commission heard from a variety of ex-
perts and interested parties, are posted on the website of the com-
mission at: www.whitehouse.gov/pcsch.

and has reviewed the relevant and voluminous
professional literature. It has carried out
its work on its own. The Administration
did not provide any instructions concerning
particular results or suggestions that it wanted
the commission to explore or recommend.

This report is the product of the commis-
sion’s hearings and of deliberations among
its members and associated staff.? The mem-
bers of the commission endorse the rec-
ommendations presented in the report, al-
though individual commissioners may not
agree with all of the analysis or with each
and every word. In some cases, the separate
views of certain commissioners on selected
subjects are provided in footnotes to the
report (which are signified by alphabetical
letters; all other numbered notes after this
preface are found at the end of the report).

2 The staff from the various organizations who provided assist-
ance to the commission are listed in the Acknowledgements.
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The subject of capital budgeting—or indeed
public budgeting for any purpose—may appear
to be of interest to only a special audience:
government professionals “inside the Beltway”
and perhaps some analysts in the investment
community. Nothing could be further from
the truth.

The budget of any organization, private
or public, is a statement of both the resources
to be made available to the organization
and the priorities of those who manage
it. The budget that the President submits
to the Congress, which in fiscal year 1999
covered expenditures of nearly $2 trillion,
tells the American people how the administra-
tion proposes to spend their taxes and, until
recently, the proceeds of federal debt issued
to finance the shortfall between total expendi-
tures and revenues. The budget is thus
inherently a political document, but in the
best sense of the term. This is because
it reflects the collective judgment of the
individuals in a democracy about how much
public funds are to be raised and how
they are to be used.

This commission has devoted its attention
to one particular kind of expenditure in
the federal budget: spending on “capital.”
Although this term has been defined in
various ways for different purposes, a common
element among all of the definitions is that
capital spending—whether undertaken by the
private or public sector—is intended to gen-
erate benefits over the long run.

In this report, we have concentrated on
capital spending by the federal government
because it is our charge. But we cannot
emphasize too strongly that capital spending
at all levels of government, as well as
by the private sector, provides important
benefits to the nation as a whole in significant
part because those benefits are delivered
over the long run. It is easy in the day-
to-day battles over budget policy to forget
that such spending helps determine the kind
of society that we and our children will
live in—not just this year but many years

from now as well. We therefore encourage
this president and future presidents to help
educate American citizens about the impor-
tance of devoting current resources toward
future needs—in the form of spending on
capital by both the private and public sectors.

Most firms in the private sector, as well
as many state and local governments, recog-
nize the importance of capital expenditures
by making decisions about them separately
from decisions about how much to spend
on annual operating expenses. By contrast,
the federal government has never done this.

This commission has been directed to exam-
ine whether this practice ought to be
changed—that is, whether the federal govern-
ment should adopt a “capital budget’—and,
if not, what other steps, if any, should
be taken to improve the federal decision-
making process as it relates to spending
on capital or “investment” expenditures.

Capital budgeting is a process that takes
explicit account of capital spending levels.
In this report, we primarily examine versions
of a capital budget in which either: (1)
the size of the deficit or surplus is made
to depend, in part or in whole, on the
amount of expenditures defined as ‘“capital,”
or (2) a single decision is made about how
much to spend on ‘“capital,” under some
definition. A variation of the first definition
is what we label the “simplistic” version
of the capital budget, one in which capital
spending may be financed, in part or in
total, by borrowing. We treat the second
definition as the equivalent of imposing a
separate ‘“cap” on expenditures defined to
be capital, or in the alternative, a process
whereby the depreciation of capital is explicitly
taken into account in the budget process.
We briefly note in a concluding section that
there are other, perhaps less formal, variations
of a capital budget that we do not extensively
analyze here.

The commission had its origins during
the Congressional debate about whether to
amend the Constitution to require the federal

3



4 REPORT OF THE PRESIDENT'S COMMISSION TO STUDY CAPITAL BUDGETING

government to have a balanced budget every
year. Nothing in this report should be con-
strued as support for the balanced budget
amendment considered by the Senate in 1996.2
Nor does the commission endorse the adoption
of the simplistic version of the capital budget.
Furthermore, a majority of the members
of the commission does not support, at this
time, adopting a budget procedure that would
impose a separate cap on capital spending.P
The reasons for reaching these conclusions
are spelled out in the body of the report.

At the same time, we have concluded
from our study of existing practices and
after gathering evidence from a wide range
of experts, that the existing federal budget
process—as it affects decision-making about
capital expenditures as well as other types
of spending—has significant weaknesses. In-
sufficient attention is paid to the long-run
consequences of budget decisions. Capital
spending in particular is inefficiently allocated
among projects. Moreover, the current process
shortchanges the maintenance of existing as-
sets. ¢

aComment of Commissioners Corzine, Kramer, Leone, Levy,
O'Cleireacain, Rattner, and Rubin: We wish to register our strong
opposition to any amendment to the Constitution that would man-
date balanced federal budgets. The macroeconomic straightjacket
implied by such a change in the Constitution would cost the nation
dearly in lost growth, unnecessary unemployment, and slow recov-
ery from recessions. Indeed, were such an amendment to pass, it
would be essential that many spending items be exempted rou-
tinely, while others be exempted under clearly defined cir-
cumstances. Rather than simplify the budget process, it would then
become more confused and opaque. In addition, democratic govern-
ance would suffer since the ability of Congress and the president
to respond to public priorities would be unduly constrained.

Specifically, in a recession tax receipts fall and spending for such
items as unemployment insurance rises. This imbalance offsets re-
cessionary forces, thus speeding recovery. It is one of the reasons
economic downturns have been less severe since World War Il than
before. Indeed, the insistence on trying to balance the budget in
the early 1930s is generally considered to have deepened the Great
Depression. The counter-cyclical advantages of the current system
are not trivial. Giving them up may lead to real costs, particularly
among working men and women: income lost when government
cannot fight a recession is lost forever.

b Comment of Commissioners Lynn, Penner, and Stein: We do
not favor adopting at this time a capital budget of any kind, wheth-
er of the kind here labeled “simplistic” or any other known to us.
We endorse the qualification “at this time” to allow for the possibil-
ity that future developments in information, sophistication, and
discipline in the budgetary process might recommend a different
course.

¢ Comment of Commissioners Corzine and Levy: These weak-
nesses in the budget process may have macro as well as micro con-
sequences. One of the aggregate effects of sub-optimal choices may,
at times, be either an inadequate or an excessive level of capital
spending.

Accordingly, the commission urges the Con-
gress and the executive branch to undertake
a thorough examination of how the budget
process may be improved beyond addressing
capital-related needs. Toward this end, it
may be productive for both branches to
create a new Commission on Budget Concepts
to aid them with this task.d

In the meantime, we believe there are
a series of constructive responses to the
shortcomings we have identified, though they
do not include adopting any particular form
of a capital budget as we have just defined
the term. These responses are aimed at
improving each of the component parts of
the budget process: setting priorities currently
and for the long run, making budget decisions
in the current year, reporting on those deci-
sions, and subsequently evaluating them in
order to make improvements in future years.
Key to achieving these improvements is ensur-
ing that the appropriate information is made
available to decision-makers and the public
throughout the process so that policy makers
(1) are properly informed when deciding how
to spend taxpayers’ money and (2) can be
held accountable by the public for those
decisions.

The recommendations we summarize below
take account of two important features of
federal budgeting.

First, many government efforts have objec-
tives, such as the management of foreign
affairs or the defense of the nation, that
cannot be readily measured in monetary
terms. In stark contrast, it is relatively
easy to keep score in the private sector,
where firms are often judged by a single
metric, such as current profitability, return

dComment of Commissioners Corzine, Leone, and O’'Cleireacain:
We believe it is both possible and desirable to move toward
classifying the federal budget in two parts: as “capital,” in the
sense of investment with long-term effects: and as “operating,”
such as consumption expenditures and transfer payments for the
current year. This approach, which is consistent with private sector
organizations’ practices, would enable the U.S. government to bet-
ter understand, manage, and finance its commitments.

As is the custom at the state and local levels of government, a
capital budget classification does not mean that the government
would lose its flexibility to manage during periods of fiscal con-
straint/plenty. Nor does it mean that all capital expenditures must
be financed from borrowed funds. Moreover, the definition of cap-
ital, like other aspects of the current budget structure, could be re-
fined and updated over time.
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on equity, or the dollar value of their share-
holders’ equity.

Second, borrowing is subject to less dis-
cipline at the federal level than it is at
lower levels of government. States and local-
ities cannot “print money” to cover the debts
they issue, whereas one arm of the federal
government—the Federal Reserve—has the
ability to “monetize” debt issued by the
Treasury. A related difference is that federal
debt is viewed by the marketplace as prac-
tically free of default risk, whereas states
and localities have a strong interest in main-
taining high credit ratings, which constrains
borrowing at the state and local level. e

These considerations necessarily imply that
federal budgeting rules should not simply
replicate rules that may be used in the
private sector or at the state and local
levels of government. But at the same time,
because the existing federal budget process
has the weaknesses we have noted, certain
improvements are appropriate. We have con-
centrated on suggestions for the executive
branch; however, as will become evident below,
certain of these require the cooperation of
and concurrence by the Congress.

We also recognize the essential role of
the American people as monitors, advocates,
and parties whose interests ultimately are
at stake during the budget process. For
this reason it is important to increase the
transparency of that process—not only to
enhance the quality of inputs to the Congress
from the private sector and other levels
of government, but also to increase the federal
government's accountability to the American
people.

To facilitate the setting of priorities
among all programs, not just those involv-
ing capital expenditures, the commission
recommends:

Recommendation 1: Five-Year Strategic
Plans.—Although federal agencies are now re-

e Comment of Commissioners Kramer, Leone, and O'Cleireacain:
We believe the text over-emphasizes “theoretical” market discipline
when it comes to borrowing for capital by the states. Most states,
as a simple matter of “capacity to pay,” could borrow much more
than they do. In fact, almost always, in the real world the actual
constraints are political (including referendum requirements) and
practical—demands for current revenues limit the amounts avail-
able for debt service.

quired (under the Government Performance
and Results Act) to prepare strategic plans
every three years and performance plans an-
nually, this process should be improved in sev-
eral respects:

* The strategic plans should (1) be prepared
annually, (2) be integrated with the an-
nual performance plans and the agencies’
five-year budget projections that are now
submitted to the Office of Management
and Budget (OMB), and (3) be included
as an integral part of the budget justifica-
tions sent to the Congress.

* The strategic plans of the agencies and
their annual budgets should be tied to the
life-cycles of their capital assets.

* OMB should standardize the formats of
these plans, in consultation with GAO and
CBO, to make them more useful to policy
makers.

* OMB should expand its efforts to evaluate
the plans and facilitate the Administra-
tion's use of them for government-wide
planning.

* Congress should take such plans into ac-
count in deciding on annual agency appro-
priations. It should also consider how it
might improve its own procedures so that
it can pay more attention both to the
longer-run implications of its current year
decisions and to issues with longer-run
consequences. In undertaking this task,
Congress might find it useful to take ad-
vantage of the wide range of institutional
expertise available to it, including re-
sources within the Congressional Budget
Office, the General Accounting Office, and
the Congressional Research Service.

Recommendation 2: Benefit-Cost Assess-
ments.—There should be an ongoing effort
within the federal government to analyze the
benefits and costs of all major government pro-
grams (whether or not related to capital spend-
ing), so that they can be adjusted, refashioned,
or eliminated, as appropriate. OMB, the agen-
cies, and the Congress (through GAO and CBO
in particular) should be given the resources
to carry out this important function.
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To improve the process by which an-
nual budget decisions are made, the
commission recommends:

Recommendation 3: Capital Acquisition
Funds.—To promote better planning and
budgeting of capital expenditures for federally
owned facilities, Congress and the executive
branch should experiment by adopting for one
or more agencies separate appropriations for
“capital acquisition funds” (CAFs). Budget au-
thority would be lodged in the CAFs for feder-
ally owned capital assets. The CAFs would
“rent out” their facilities to the various pro-
grams within each agency, charging them the
equivalent of debt service.

* CAFs would help ensure that individual
programs are assessed the cost of using
capital assets.

* By spreading capital costs across entire
agencies, CAFs would help smooth out the
lumpiness in appropriations sometimes as-
sociated with large capital projects.

« If the CAF experiment proves successful,
the CAF approach should be adopted
throughout the government.

Recommendation 4: Full Funding for
Capital Projects.—All capital projects, or us-
able segments thereof, should be fully funded
before the work begins. In this way, Congress
can fully evaluate their likely costs and bene-
fits before appropriating funds for them.

Recommendation 5: Adhering to the
Scoring Rules for Leasing.—Existing rules
that govern the scoring of leases should be
strictly followed by both agencies and the Con-
gress. This will discourage the signing of short-
term leases when it is cheaper over the long
run to construct or purchase a facility.f

Recommendation 6: Trust Fund Re-
forms.—Although trust funds for highways,
airports, and other uses insulate certain types
of spending from the balancing process that
is inherent in the rest of the budget, they can
be useful if the funds going into them truly
represent charges or fees for the use of the
government services they support. But this

f Comment of Commissioner Levy: | urge the Congress to ad-
dress the lease-purchase problem as part of a special or com-
prehensive amendment to the current budget process. | discuss this
issue in greater detail in a subsequent footnote (1).

purpose is fulfilled only if the monies raised
by earmarked taxes or fees to support infra-
structure or other types of capital—averaged
over some reasonable period, such as three
years—are actually spent on the dedicated
uses.

* To ensure that this is done, the President’s
budget should disclose the earmarked
taxes or fees and spending of these various
capital-related trust funds. This will allow
policy makers to make informed decisions
about whether to increase spending on the
authorized activities or reduce the charges
now being assessed purportedly to finance
those activities.

» State and local governments that are re-
cipients of capital-related grants from the
federal government should be required to
maintain their capital—such as high-
ways—as a condition to receiving any ad-
ditional federal aid (unless those govern-
ments can demonstrate that there is no
longer a need for the assets the federal
government initially supported).

Recommendation 7: Incentives for Asset
Management.—The executive branch and the
Congress should experiment with incentives to
encourage agencies to manage their assets effi-
ciently. One possibility might be to allow, on
an experimental basis, one or more agencies
to keep a limited portion of the revenues they
raise from selling or renting out existing as-
sets.

Steps must be taken to improve the
methods that are used to give the results
of those decisions (and the programs
they support) to the public and policy
makers. In particular:

Recommendation 8: Clarification of the
Federal Budget Presentation.—The Presi-
dent's annual budget should contain a break-
down of proposed current and projected federal
spending over the budget year and the subse-
guent four years among the following cat-
egories: investment, operating expenditures,
transfers to individuals, and interest. Such a
breakdown would make available to policy
makers and the wider public the President’s
long-run vision for federal spending. This in-
formation might also encourage Congress to
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find ways of taking a longer-run view in its
annual budget deliberations. 9

Recommendation 9: Financial Statement
Reporting.—Reporting on financial activities
and asset positions of the federal government
should be enhanced in a number of ways to
better inform the Congress and the public
about the ways in which the federal govern-
ment's assets are being used and maintained:

e Federal agencies should be required to
issue to policy makers and the public more
detailed information (both in print form
and on their websites) about the composi-
tion and condition of the federally owned
or managed capital assets under their con-
trol. OMB should consolidate these re-
ports, which should continue to be based
on independently developed accounting
standards, and report on them in sum-
mary fashion in the annual budget.

e There should be enough information in the
consolidated reports to provide Congress
and the public with accurate benchmarks
for making appropriate comparisons both
in the current year and over time.

e The calculation of depreciation in various
government reports should be standard-
ized.

With more comprehensive, objective informa-
tion on how the federal government as a
whole, as well as individual agencies and
programs, have used resources, increased or
depleted assets, and undertaken new invest-
ments, debates over critical national policies
would be better informed. Private corporations
report audited financial results and asset
and liability positions to investors. By the
same token, the federal government should
make available to the American people audited
financial statements and underlying detail
that go well beyond the information shown
annually in the wunified budget. Just as
corporate decision-makers have accurate ac-
counting data to help them assess past per-
formance and make decisions about the future,
Congress and the public should also have
accurate accounting on federal assets and
investments.

g Comment of Commissioners Lynn, Penner, and Stein: We do
not believe that this four-way classification of expenditures would
be helpful in making good budgetary decisions.

Recommendation 10: Condition of Exist-
ing Assets.—Work is planned at the federal
level for agencies to begin developing stand-
ardized methods for estimating deferred main-
tenance. The commission strongly supports
these efforts and encourages OMB to work
with the agencies to complete this task
promptly and to implement its results. In addi-
tion, the federal government, working with
states and localities, should endeavor to report
on the condition of assets owned at these lower
levels of government, or at least those that
have received federal support. In combination
with the rest of the information provided in
the audited financial statements, data on de-
ferred maintenance will enable policy makers
to develop sound plans for maintaining exist-
ing assets and spending on new ones where
that is advisable.

Finally, steps should be taken to im-
prove the process used in evaluating
the impact of past budgetary decisions,
so that policy makers can be in a position
to make improvements, if warranted.

Recommendation 11: Federal ‘“Report
Card.”—Under OMB guidance, agencies
should assess the extent to which major invest-
ment projects have produced returns in excess
of some benchmark cost of capital, such as
the prevailing interest rate on long-term fed-
eral debt, the average cost of capital expected
by private market investors, or some other
threshold that OMB believes the public would
find useful. This federal “Report Card” could
be included in the President’'s annual budget.
The commission recognizes that the projects
for which it might be feasible to provide a
monetary analysis may account for a relatively
small fraction of total spending; nonetheless,
it believes that over time advances in estimat-
ing techniques may permit a larger fraction
of total spending to be evaluated in this man-
ner. Where benefits and costs cannot be ex-
pressed in monetary terms, the evaluations
should identify project objectives and assess
outcomes qualitatively.

The foregoing recommendations are summa-
rized in the table on the following page.
The columns in the table refer to three
different classes of capital, which are discussed
in the body of the report: the federal govern-
ment's own assets (such as buildings in
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which federal agencies are located), the federal
government's investment in assets owned by
state and local governments (such as high-
ways), and the federal government's invest-
ment in what we have labeled intangible
national assets that are financed but not
owned by the government (such as benefits
accruing from federal expenditures on research
and development and or on education). Our
recommendations are then classified both by
the stage of the budget process at which
they are directed and by the types of capital
that they are likely to affect. Because a
number of our recommendations are designed
to improve decision-making with respect to
one or more categories of capital, they are
listed in multiple columns.

While the primary responsibility for initiat-
ing most of the foregoing recommendations
rests with the executive branch, in certain
cases Congress also has an important role.

Indeed, virtually all of the recommendations
require active Congressional cooperation if
they are to have a positive effect on the
budget process and budget decisions.

Although the commission as a whole does
not endorse setting a separate cap on capital
spending, it nonetheless discussed the tech-
nical details of such a change in budget
procedure. The concluding section of this
report contains our findings on these issues,
outlines the key pros and cons of subjecting
capital spending to its own limit, analyzes
proposals to reflect depreciation of capital
assets in the budget process, and briefly
describes some alternative versions of a capital
budget.

In sum, the federal budget process can
be and should be improved. The commission
believes the recommendations outlined in this
report would help accomplish this objective.

Summary of Recommendations by Stage of the Budget Process
and Type of Capital Affected

Federal Investment In:

Federal Assets

State/Local Assets Intangible Assets

Five-Year Plans
Benefit-Cost Analysis

Strategy and Planning ..........

CAFs

Full Funding

Proper Lease Scoring

Trust Fund Reforms

Investment Life-Cycle Plan-
ning

Incentives for Better Asset
Management

Decision-Making

Reporting .......coccvveeeiiieeennne. Improved Financial Report-
ing

Audited Financials

Asset Inventory

Evaluation ........c.cccccvviiennee Report Card

Five-Year Plans
Benefit-Cost Analysis

Five-Year Plans
Benefit-Cost Analysis

Trust Fund Reforms
States/Localities Maintain
Assets

Improved Financial Report- | Improved Financial Report-
ing ing

Audited Financials Audited Financials

Asset Inventory

Report Card Report Card




WHAT IS “CAPITAL"?

This commission has been charged with
examining capital budgeting in other coun-
tries, states and local governments, and the
private sector, and, in the process, with
addressing a number of questions about capital
budgeting. It is only appropriate, therefore,
to begin with the threshold issue: what
is ‘“capital” (or its annualized counterpart,
“investment”)?

The commission has not settled on, nor
does it endorse, a single definition of capital.®
Instead, a series of distinctions between dif-
ferent types of capital or “investment” spend-
ing, both by governments and by firms in
the private sector, seem warranted for dif-
ferent purposes (and different commissioners
place varying amounts of emphasis on alter-
native definitions of capital).

One distinction relates to the functions
of capital. At its broadest level, any spending
that yields benefits beyond the typical report-
ing period (such as a year) should be consid-
ered to be investment, and ‘“capital” refers
to the assets created by this spending. Such
a definition would encompass spending not
only on physical or fixed assets, such as
structures and equipment, but also on human
and a variety of intangible assets. “Human
capital” consists of the skills imparted to
individuals through training and education
that enable them to increase their earnings
not just in a single year, but potentially
throughout their lives. Intangible assets can
cover a very broad class of items. In private
sector financial accounting, for example, intan-
gibles are often measured by the expenditures
required to gain patents, copyrights, trade-
marks, or other intellectual property protec-
tion. Certain types of public spending—includ-
ing research and development (R&D), defense,
nutrition, disease prevention, police protection,
and drug treatment and prevention pro-
grams—may also produce intangible assets
that deliver, or are at least designed to
deliver, benefits over years, if not lifetimes.

Broad definitions of investment or capital
could be wuseful for several purposes. For

example, to the extent citizens and policy
makers are interested in enhancing economic
growth, the definition should count both pri-
vate and public sector spending on buildings,
equipment, research and development (includ-
ing some defense-related R&D), and education
and training. An even broader definition
would be justified if the goal were to measure
capital aimed at improving social welfare—
one that included expenditures on national
defense and police to enhance security as
well as spending on childhood immunization,
maternal health, nutrition, and substance
abuse, to improve the health and well-being
of citizens over many years.h

The accounting standards used in the pri-
vate sector do not take such an expansive
approach to the definition of capital. Generally
speaking, they limit capital to physical and
certain intangible assets (such as investments
in intellectual property). Similarly, the Na-
tional Income and Product Accounts (NIPA)—
the federal government's statistical system
for collecting and reporting data on overall
economic activity—define capital to be spend-
ing only on physical assets.? It is important
to keep in mind, however, that while these
accounting standards may be conservative,
they do not necessarily constrain the way
managers think about spending that provides
longer-run benefits. For example, although
private sector accounting standards define
employee training expenditures as an expense,
this spending typically generates longer-term
benefits to the firm (and to the employees).
The fact that these expenditures are written
off during the course of a year does not
stop managers or investors from considering

h Comment of Commissioner Levy: A distinction must be made
between practical and theoretical definitions. Defining investment
based on its benefits (such as “increasing social welfare” or “in-
creasing long-term growth”) is useful in theoretical discussions, but
no accounting is possible since we can never be sure which outlays
qualify. At the same time, practical definitions—such as those em-
bodied in Generally Accepted Accounting Principles (GAAP)—al-
ways have shortcomings, but still can be very useful. If we are to
consider using investment or capital in federal accounting and
budgeting, then we must resign ourselves to the use of practical
definitions. The definitions of the Federal Accounting Standards
Advisory Board (FASAB) are a functioning example.
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them as investments in the future well-

being of the firm.

A second distinction relates to who owns
capital: specifically, whether it is owned pri-
vately or publicly (and if publicly, by federal,
state, or local governments). Individuals and
firms reap most of the benefits from the
spending on capital they undertake; however,
the public benefits when government is mak-
ing the expenditures. For example, government
spending to educate each generation of citizens
benefits the entire public by ensuring that
the population continues to be literate, cog-
nizant of the benefits of our system of
government, and able to work in an ever-
changing economic environment. Similarly,
when the government spends money on the
nation’s defense or finances basic scientific
research, the benefits accrue to all citizens.
Appropriately enough, economists call invest-
ments that confer benefits on a wide class
of parties “public goods” because no private
person or firm can capture all of their
benefits. Identifying and funding those pro-
grams that produce returns to society well
above the cost of capital is especially important
for enhancing economic growth.

These points highlight the different criteria
that are used to decide whether to add
to private and public capital. In the private
sector, capital spending decisions are made
based primarily on how they affect sharehold-
ers, and are evaluated predominantly in mone-
tary terms. In the public sector, decisions
about capital take into account the impact
on the public at large and rest on both
monetary and non-monetary considerations.

A third distinction is between federal govern-
ment capital and national capital. Federal
government capital, as we use the term,
refers only to those assets the government
owns, such as federal buildings or federal
military hardware. National capital is a broad-
er term, including all government spending
aimed at delivering long-term benefits to
any portion of the nation, whether or not
it is owned by the federal government. So,
for example, using the broad functional defini-
tion of capital discussed above, national capital
would include spending at all levels of govern-
ment on roads and other physical assets,
research and development, and education and

training, among other items. At the federal
level, what OMB labels as “federal investment
outlays,” illustrated in Table 1, represents
federally financed national capital regardless
of who owns it.® As the table shows, nearly
half of the federal government’s investment
outlays in fiscal year 1997 were devoted
to physical capital, about one-third to research
and development, and the balance to education
and training—roughly the same proportions
that were prevalent during the earlier part
of the decade.”

Federal government capital, in contrast,
can be defined as including only assets owned
by the federal government, so it can be
accounted for in a fashion similar to the
way capital is measured in the private sector.
For example, OMB’s Capital Programming
Guide, which provides guidance to federal
agencies on capital planning, procurement,
and management, defines “federal capital”
to include land, structures, equipment, and
intellectual property (including software) be-
longing to the federal government that has
an estimated useful life of at least two
years. Consistent with this definition, Table
2 illustrates how the federal government
provided almost $66 billion of budget authority
for fiscal year 1997 on “major capital acquisi-
tions”: government buildings, information tech-
nology, and “other items” (weapons systems
in the case of the Department of Defense,
and facilities and equipment for other agen-
cies). The table shows that the major part
of the federally owned investment was for
defense-related purposes.

This distinction between “national” and “gov-
ernment” capital is of more than academic
interest. As discussed below, the government
of New Zealand has adopted a separate
capital budget but only for government capital.
In contrast, the General Accounting Office
has suggested defining a budget target that
is a variation of national capital: public
investments that promise “to raise the private
sector’s long-run productivity,” which would
include spending on infrastructure, non-de-
fense R&D, education and training, and some
defense activities, but would specifically ex-
clude what GAO calls “federal capital,” such
as government-owned buildings, weapon sys-
tems, and land [GAO, 1993].
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Table 1. FEDERAL INVESTMENT OUTLAYS,
FISCAL YEAR 1997

(billions of dollars)

Percent
Outlays of total
Physical capital:
Direct federal defense .........cocoiiiiiiiniiiiiireee e $52.4 23%
Direct federal NONdefeNSe ...........ccoecviiiiiiiieicee e 19.7 9%
Grants to state and local governments ..........cccccvevieniincineen, 415 18%
Subtotal, physical capital ............c.ccccooiiiiiiiiiii 113.6 50%
Research and development:
DEfENSE ... 40.2 18%
NONAETENSE ..o 30.9 14%
Subtotal, research and development ...........c.cccccoviieiiiniienncnn. 711 31%
Education and training:
Grants to state and local governments ...........ccccceviieeiniieeiiieenn. 25.0 11%
Direct federal ..o 19.0 8%
Subtotal, education and training ............cccoceviiiniiiien 44.0 19%
Total, federal investment outlays ...........cccceeieiiiiiicinnenn, 228.8 100%

Source: OMB, Analytical Perspectives, Fiscal Year 1999, p. 125.

Table 2. MAJOR FEDERAL CAPITAL
ACQUISITIONS, FISCAL YEAR 1997

(budget authority, in billions of dollars)

Construction and rehabilitation:

Defense military construction and family housing 4.2
Corps of ENQINEETS ....cccooviiiiiiiienieeiee e 1.6
General Services Administration ...........cc.cccoceveeeen. 14
Department of ENergy ........cccccceeeiiiieiniicennieee e, 1.2
Department of the Interior .... 1.0
Other agencies .........ccceoiiiiiiiiienienee e 5.6
Subtotal, construction and rehabilitation ........... 15.1
Major equipment:
Department of Defense .............. 42.8
Department of Transportation . 2.2
NASA e 0.6
Department of the Treasury .........ccoccoveieinieeenninen. 0.3
Other agenCieS ......ccoiiieeiiiiieiiiee e 4.4
Subtotal, major equipment ............cccccevieiniiniieens 50.3
Purchases of land and structures ...........ccccccvvviniene 0.3
Total, major acquisitions ..........ccccccvceviiieiiinieeee, 65.7

Source: OMB, Analytical Perspectives, Fiscal Year 1999, p. 135.
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A fourth definitional distinction is between
capital created by (1) direct government spend-
ing and (2) public and private capital spending
induced by government policies. The advantage
of confining any definition to direct spending
is that measurement is relatively easy. None-
theless, if the objective is to measure the
impact of overall government policy on na-
tional capital (narrowly or broadly defined),
then a definition based only on the govern-
ment's direct expenditures is too limited.
A full accounting would also require inclusion
of capital spending at the state and local
levels and by the private sector that may
be brought about by such policies as federal
deficit reduction (through lower interest rates),
and targeted tax incentives, as well as regu-
latory mandates such as those requiring or
inducing expenditures on pollution control
or occupational safety.® Granted, such induced
spending may be very important; however,
the operational problem with adding induced
expenditures is that they cannot be directly
measured, but instead must be estimated,
using economic models or survey responses.

The different definitions underscore the
proposition that “capital” is not a single,
uniform concept, but one that varies according
to why the term is being used. Indeed,
this is one reason that most members of
the commission are opposed to recommending
that a separate capital budget using one
single definition of capital be adopted for
decision-making purposes. Nonetheless, defini-
tional issues should not stand in the way
of illuminating the consequences of choosing
among different government programs, wheth-
er or not they are labeled as capital. Nor
should debate over definitions distract atten-
tion from (1) the need to improve planning
and evaluation for whatever expenditures pol-
icy makers may choose to label as capital,
or, (2) in the case of federal capital in
particular, the need to identify the assets
the government has and report them in
a coherent way.

Finally, one important characteristic 